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(1) GeneralOverview 

Beginning April1, 2003, the Department will pay for inpatient hospital servicesin 
general acute care hospitals under a DRG-based methodology. The 
methodology is based on the Medicare Prospective Payment System. Generally, 
all rates (operating and capital), relative weights, and payment logic have been 
adopted from Medicare. The relative weights have been adjustedfor Medicaid 
average lengthof stay and budget neutrality. 

Certain facilitiesand services are excluded fromthe DRG methodology and will 
continue under a prospective per diem methodology. The following willbe 
excluded fromthe DRG methodology: 
a) Critical access hospitals 
b) Freestanding rehabilitation hospitals 
c) Long-term care hospitals 
d) Psychiatric services in acute care hospitals 
e) Psychiatric hospitals; and 
f) Transplants, other than kidney, pancreas, and cornea. 

(2) AcuteCareHospitalServices 

A. DRG-BasedMethodology 

1. 	Participating acute care hospitals will be paid on a fully prospective per 
discharge basis for general acute care services and rehabilitation services. 
The total per discharge payment shall besum of an operating payment, a 
capital-related payment, and if applicable, a cost outlier payment. 

a.OperatingPayment 
The operating payment will be based on a patient’s DRG classification, as 
assigned by the MedicareDRG classification system. A operating 
payment willbe calculated for each discharge by multiplying a hospital’s 
operating base rate by the Medicaid-specific DRG relative weight which 
has been adjustedfor budget neutrality. 

The operating base rate for each hospital be the Medicare national 
standardized amount as adjusted by Medicare using the Medicare wage 
index. The labor portion of the operating base rate will be multiplied by 
the hospital’s wage index and added to the non-labor portionof the 
hospital’s operating base rate. This amount be adjusted bythe 
Medicare indirect medical education operating adjustment factor. 
(Adjusted operating base rate X (1 + IME) The Medicare DSH operating 
adjustment factor will not be includedin the calculation of the operating 
base rate. 
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The adjusted Medicare national standardized amountwill be calculated 
based on the Medicare rate data publishedin the Federal Register 
effective on October 1of the year immediately precedingthe universal 
rate year. There will be no consideration givento adjustments made by 
Medicare after October 1 of the year precedingthe universal rate year. 

b.Capital-RelatedPayment 
The capital-related payment will be calculated for each discharge by 
multiplying the capital-related base rate by the Medicaid-specific DRG 
relative weight which has been adjusted for budget neutrality. The 
capital-related base rate for each hospital will be the Medicare standard 
federal capitalrateas adjusted by Medicare for each hospital using the 
Medicare large urban-area adjustment factor,if applicable, the Medicare 
geographic adjustment factor, andthe Medicare indirect medical 
education capital adjustment factor. The MedicareDSH capital 
adjustment factor will not be included in the calculation. The adjusted 
Medicare standard federal capital rate will be calculated basedon the 
Medicare rate data publishedin the federal Register effective on October 
1 of the year immediately preceding the universal rate year. 

c. Cost Outlier Payment 
A cost outlier payment will be made for a dischargeif the estimated costof 
the discharge exceeds the DRG's outlier thresholdof $29,000. The 
estimated cost of the discharge is determined by multiplyingthe charges 
for the discharge by the facility-specific Medicare cost-to-charge ratio 
obtained from the Medicare fiscal intermediary. Payment for a cost outlier 
will be eighty(80) percent of the amount that estimated costs exceed the 
discharge's outlier threshold. 

2. 	 RelativeWeights 
Kentucky Medicaid-specificDRG relative weightsare basedon Medicaid 
base year claims data. Claims are assigned to Medicare DRG classifications 
using the Medicare grouper. Claims data for discharges that are to be 
reimbursed on a per diem basis are removed from the calculation. 

A statewide Medicaid arithmetic mean length-of-stay (ALOS) per dischargeis 
determined for eachDRG classification. Relative weights are calculated for 
each DRG by multiplying the Medicare relative weight by the ratio of the 
MedicaidALOS to the MedicareALOS multiplied by the budget neutrality 
(BN) factor as follows: 

Medicaid relative weight= 

Medicarerelativeweight X MedicaidALOS/MedicareALOS X BN 

factor 
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Medicare DRG relative weights and arithmetic mean length-of-stay will. be 
those publishedin the Federal Register effective on October 1 of the year 
immediately preceding the universal rateyear. 

3. DRG Classifications 

Discharges willbe assigned based onthe Medicare grouperin effect October 1 
prior to the beginning of the universal rate year except thata unique set of DRGs 
and relative weights have been established for Level111 neonatal cases. Claims 
classified into DRGs385 through 390 from Level111 neonatal centers willbe 
identified and reassigned to DRGs 685 through 690 respectively. Relative 
weights for these DRGs will be determined as describedin 2 above using the 
Medicare ALOSfor DRGs 385 through 390. Only Level111 neonatal centers will 
receive paymentsfor DRGs 685 through690. 

4. Indirect Medical Education Adjustment Factor 

An indirect medical education adjustment factor be the same indirect medical 
education factor used by 'Medicare for Medicare rates effectiveon October 1 of 
the year immediately preceding the universal rate year. The adjustment factor will 
include a operating and capital component. The ratio of interns and residents to 
available bedsin the Medicare formula will be obtained from the Medicare fiscal 
intermediary. 

5. Direct Graduate Medical Education 

The Department will reimburse separately for the direct costs associated with a 
Medicare approved graduate medical education (GME) program. The 
Department will make annual payments calculated as follows: 

The Departmentwill compare the hospital-specific and national average 
Medicare per intern and resident amounts as of October1 immediately preceding 
the rate year. The hospital's number of interns and residents will be multiplied by 
the highersf the two amounts. The result is an estimate of total direct graduate 
medical education costs. The estimated total direct medical education costs will 
be divided by the number of total inpatient days as reported on WorksheetD, 
Part 1of a hospital's most recently audited cost report to determine the average 
GME cost per day. The GME cost per day will be multiplied by the number of 
covered days, (including psychiatric days) reported in the base year claims data 
to determine totalGME costs. Total GME costs will be multiplied by the budget 
neutrality factor to determine final payments. 

The base year will be the calendar year ending 18 months prior to the beginning 
of the rebase year that begins July1. 
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6. Transfers 

If a patientis transferred to or from another hospital,the departmentwill make a 
transfer paymentif the initial admission and the transfer are determined to be 
medically necessary. The Department will pay the transferring hospital the 
average daily rateof the appropriate DRG for each covered the patient 

remains in the hospital, plus one(1) day, notto exceed the full DRG payment. 
The per diem willbe calculated by dividing the DRG payment by the Medicaid 
average length-of-stay for the DRG. 

The Department will pay the hospital receiving a transferred patient the full DRG 
payment, andif applicable, a cost outlier payment. 

7. Post-acute Care Transfer 

A transfer from anacutecare hospital to a qualifying post-acute care facility for 
specified DRGSfor services related tothe diagnoses for inpatient services 
provided within 3 days of date of discharge will be treated as a post-acute 
transfer. The specified DRGs include DRG 14, 113, 209, 210, 211,236, 263, 
264, 429, and 483. Post acute-care settings include psychiatric, rehabilitation, 
children's, long-term acute care and cancer hospitals; skilled nursing facilities; 
and home health agencies. A hospital swing-bedis not considered a post-acute 
care setting. 

Each transferring hospital will be paid a per diem rate for each day of stay.No 
payment will exceed the full if theDRG payment that would have been made 
patient had been discharged without being transferred. 

DRGs 209,210, and 21 1 will be paid at (50) percent of the full DRG payment 
plus the per diemfor the first day of the stay fifty (50)percent of the per diem 
for the remaining days of the stay, up to the full DRG payment. DRGs 14, 113, 
236, 263, 264,429, and 483 will be paid at twice the per diem rate for the first 
day and the perdiem rate for each following day of the stay prior to the transfer. 
The per diem amount will be the full DRG dividedthe statewide Medicaid 
average length of stay for that DRG. 

8. Pre-admissionServices 

Outpatient services provided within three (3) calendar days of an inpatient 
admission for the same or related diagnosis will be included in the inpatient 
billing and will notbe billed separately. This will not includea service furnished 
by a home health agency, a skilled nursing facility, hospice, or outpatient 
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maintenance dialysis, unless the service is a diagnostic service related toan 
inpatient admission. 

9.Readmission 

An inpatient admission within (30) calendar daysof discharge for the same 
diagnosis willbe considered a readmission and will be reimbursed as a 
separate admission. 

10. SupplementalDRG Payments 

The Departmentwill make a supplemental paymentfor DRGs 385 through 390 to 
a hospital with a Level the followingIIneonatal intensive care unit that meets 
qualifications: 

a. Is licensedfor a minimumof 24 neonatal levelll beds; 
b. Has a minimumof 1,500 Medicaid neonatal levelIIpatient daysper year; 
c. Has a gestational age lower limitof twenty-seven (27) weeks; and 
d. Has a full-time perintologist on staff. 

The payment willbe an additional paymentof $3,775 add-on per discharge for 
each of the above DRGs. 

B. PerDiemMethodology 

1. Inpatient Psychiatric Servicesin Acute Care Hospitals 

The Departmentwill pay for inpatient psychiatric services providedin licensed 
psychiatric bedon a per diem basis beginning April1, 2003. Payment will be 
determined by multiplying a hospital's psychiatric per diemby the number of 
allowed patient days. 

The psychiatricper diem rate will be the sumof the facility-specific psychiatric 
operating per diem rate and the psychiatric capital per diem rate, adjusted for 
budget neutrality. 

The psychiatric operating costper day amounts usedto determine the psychiatric 
operating per diem rate will be calculatedfor each hospital by dividing its 
Medicaid psychiatric cost basis, excluding capital costs, by the number of 
Medicaid psychiatric patient daysin the base year. The Medicaid psychiatric 
cost basis and patient days will be based on Medicaid claims for patients with a 
primary psychiatric diagnosisin the base year. The psychiatric operatingper 
diem rate will be adjusted for: 

a-l- 4 n 
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a. The price level increase from the mid-point of the base year to the mid-point 
of the universal rate year using the CMS Input Price Index; 

b. The changeinthe Medicare published wage index the base yearto the 
universal rate year applied to the labor portion ofthe rate; and 

c. The budget neutrality factor. 

The psychiatric capital per diem rate will be the facility-specific psychiatric capital 
cost per day, adjusted by the budget neutrality factor. Depreciationon buildings 
and fixtures will be limited to sixty-five(65) percent of depreciation reported on 
the annual cost report. 

The baseyear will bethe calendar year ending18 months prior tothe beginning 
of the rebase year that begins July1. 

The Department will pay for psychiatric services in acute care hospitals without 
licensed psychiatric services at a per diem rate equal to the median rate for all 
licensed psychiatric be@ as described above. 

2. Wage Index and Wage Area 

The Department will use the wage index published byCMS in the Federal 
Register on October1 immediately preceding the universal base rate year. The 
Department will assign a hospital to either the wage area in whichit is physically 
located as originally classified byCMS for the Medicare program for the base 
year; or the wage area to which a hospital has been reclassified by the Medicare 
Geographic Classification Review Board for the base year. 

The Department will not consider reclassificationof a hospital to a new wage 
area except during a rebase period. 

C. Budget Neutrality Factor 

In the yearof implementation, the Department will apply a budget neutrality factor 
to assure that estimated payments under theDRG and per diem methodologies 
in the universal rate year will not exceed paymentsin the prior year, adjusted for 
inflation using theCMS Input Price Index. 

The budget neutrality factoris determined based on a modeling approach using 
base year claims. The base year will be the calendar year ending18 months 
prior to the beginning the rate year that begins on JulyI.The budget 
neutrality factor will be calculated as follows: 

d onnd 
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I.Total payments under the reimbursement methodology in effectin the 
prior year are estimated using base year claims. 

2. Total payments under the new reimbursement methodology are estimated 
using the plan year rates and relative weights, before any budget 
neutrality adjustments, using the same base year claimsin Step 1. 

3. The sum of payments for all facilitiesin Step 1 are comparedto the sum of 
payments for all facilities in Step 2. 

4. If the sumof payments for all facilities in Step2 exceeds the sum of 
paymentsfor all facilitiesin Step 1, the following rate components are 
reduced proportionallyso that the sum of payments for all facilities in Step 
2and Step1 are equal: 

a. DRG relative weights; 
b. Psychiatric operating per diem rates; 
c. Psychiatric capital per diem rates; and 
d. Graduate medical education payments. 

I 

5. The percentage reduction that sois applied to the above rate components 
that the sum of payments for all facilitiesin Step 2 is equal to the sum of 
paymentsfor all facilitiesin Step 1 is the budget neutrality factor. 

D. Reimbursement ProceduresUpdating 

The Department will adjust per discharge base rates and psychiatric per diem 
rates annually beginning July1, 2004. The department will adjust DRG rates on 
July Iusing the Medicare DRG base ratein effect October1 of the preceding. 
year as published in the Federal Register. 

The Departmentwill adjust psychiatric per diem rates by inflating the psychiatric 
operating per diem from the mid-point of the previous universal rate year to the 
mid-point of the current universal rate year using the CMS Input Price Index. The 
psychiatric capital per diem rate will not be adjusted. 

DRG relative weights, and other applicable components (Graduate Medical 
Education, cost-to-charge ratios, outlier thresholds) of the payment rates will be 
updated every three (3) years using the most recent audited cost report and 
Medicare rate data available to the department. 

E. UseofaUniversalRateYear 

Except for the first yearof the DRG system,a universal rate year will be 
established as July1 through June 30 of each year to coincide with the state 
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fiscal year. In the first yearof the DRG system, the universal rate year will be the 
f i f t e e n  5) month period from April1,2003 through June30,2004. A hospital 
will not be requiredto change its fiscal year to conformto the universal rate year. 

F. Provider Appeal Rights 

An administrative review will not be available for the following: 

a. 	 A determination of the .requirement, or the proportional amount, of 
any budget neutrality adjustment in the prospective payment rate; 
or 

b. The establishment of (DRGs); 
c. The methodology for the classification of an inpatient discharge 

within each DRG; or 
d. Appropriate weighting factors that reflectthe relative hospital 

resources used with respect to discharge within each DRG. 
e. The deterpiinationof the requirement or the proportional amountof 

any budget neutrality adjustment. 

An administrative review shall be available for a calculation errorin the 
establishment ofa per diem rate. 

(3) 

A. 

B. 

C. 

ReimbursementforOut-of-stateAcuteCareHospitals 

An acute care out-of-state hospital will be reimbursed for an inpatient acute 
care serviceand an inpatient rehabilitation servicein an acute care hospital 
on a fully prospective per discharge basis for the universal rate year 
beginningon or after April 1, 2003. The total per discharge reimbursement 
will be the sum of an operating payment, a capital-related payment, and, if 
applicable, a cost outlier payment. 

The operating payment will be based on the patient's Medicare DRG 
classification. The operating payment will be calculated for each discharge by 
multiplying a hospital's operating base rate by the Kentucky-specific DRG 
relative weight. A hospital's operating base rate will be the Medicare national 
standardized amount, as adjusted by Medicare for each hospital using the 
Medicare wage index. Amounts for out-of-state providers will not include the 
Medicare DSH operating adjustment factor or the Medicare indirect medical 
education operating adjustment factor. 

The capital-related payment will be made on a per discharge basis. The 
capital-related payment will be calculated for each discharge by multiplying a 
hospital's capital-related base rate by the Kentucky-specific DRG relative 
weight. A hospital's capital-related base rate will be the Medicare federal 
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capital rate, as adjusted by Medicare for each hospital using the Medicare 
large urban-area adjustment factor when applicable and the Medicare 
geographic adjustment factor as publishedin the Federal Register. Amounts 
for out-of-state providers will not include the Medicare DSH capital adjustment 
factor orthe Medicare indirect medical education capital adjustment factor. 

D. A cost outlier payment will be made by using the same method and criteria 
used to determine the payment for in-state claims. 

E. An acute care out-of-state hospital will be reimbursed an inpatient 
psychiatric service on a fully prospective per diem basis for the universal rate 
year beginningon or after April 1, 2003. Reimbursement for an inpatient 
psychiatric service willbe determined by multiplying a hospital's psychiatric 
per diem rate by the number of allowed patient days. 

F. 	A psychiatric per diem rate will be the sum of a psychiatric operating per diem 
rate and apsychiatriccapital per diem rate. The psychiatric operating per 
diem rate willbe the median operating cost per day, excluding graduate 
medical education, for all acute care in-state hospitals that have licensed 
psychiatric beds. The psychiatric capital per diem 'rate will be the median 
psychiatric capital per diem rate for all acute care in-state hospitals that have 
licensed psychiatric beds. 

(4) Critical Access Hospitals 

The Department pays for inpatient services provided by in-state critical access 
hospitals throughan interim per diem rate as established by the Centers for 
Medicare and Medicaid Services (CMS) for the Medicare Program. The effective 
date of a rate willbe the same as usedby the Medicare Program. Critical access 
hospitals will be required to submit an annual Medicare/Medicaid cost report. 
Payments .will be settled to actual costs based on final audited cost reports. 
Total payments made to critical access hospital will be subject to the payment 
limitation in 42 CFR 447.271. 

(5) Rehabilitation Hospitals, Long-term Acute Care Hospitals, and Psychiatric 
Hospitals. 

A. 	Hospitals covered under this section are excluded from the DRG 
reimbursement system and will be reimbursed undera per diem 
methodology. Rehabilitation hospitals, long-term acute care hospitals, and 
psychiatric hospitals will be paid through a prospective cost-based per diem 
reimbursement system based on allowable costs and allowable patient days. 
The per diem includes an operating component, a capital component, and, if 
applicable a professional component. 
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Using the most recently submitted cost report available as of May1 of each 
year, costswill be trended to the beginning of the rate year and indexed 
(adjusted for inflation) for the prospective rate year. Rates based on 

unaudited data will be revised upon receipt of an audited cost from the 
fiscal intermediary or an independent audit firm. Prospective rates include 
both inpatient routine and inpatient ancillary costs using and are based on the 
following: 

I.Allowable Medicaid inpatient operating costs are determined based on 
Medicare cost finding principles. Medicaid inpatient operating costs as 
reported on the cost report are trendedto the beginningof the rate 
year and increased for inflation by the Data Resources Index. 
Operating costs are divided by allowable Medicaid inpatient days to 
establish an operating per diem. 

2. 	 Allowable Medicaid inpatient capital costs are determined based on 
Medicare cost finding principles except that inpatient building and 
fixtures depreciation is limited to sixty-five(65) percent of the amount 
reported. Capital costs are not trended or indexed for inflation. 

Allowable capital costs willbe reduced if a minimum occupancy factor 
is notmet by artificially increasing the occupancy factor to the 
minimum factor, and calculating the capital costs basedon the 
minimum factor. A sixty (60) percent occupancy factor will apply to 
hospitals with100 or few beds, and a seventy-five(75) percent 
occupancy factor will applyto hospitals with101or morebeds. 

3. Allowable Medicaid inpatient professional costs are determined by the 
Data Resources Index to project current year costs.A professional 
cost component is computed by dividing Medicaid professional costs 
by Medicaid allowable days. 

4. Provider taxes will be included as allowable costs. 

5. 	 Unallowable costs are to be reported ona Supplemental schedule and 
include: 
a. Costs associated with political contributions. 
b. The costs associated with legal fees for unsuccessful lawsuits 

against the Cabinet. Legal fees relatingto successful lawsuits 
against the Cabinet will only be included in the periodin which the 
suit is settled after a final decision by the Courts or by agreement 
by the parties involved. 
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